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Investment allocation in a 
‘managing Covid’ world
In a recent webinar to the Association of Financial Mutuals (AFM), 
Royal London Asset Management presented on the theme of ‘Investment 
allocation in a ‘managing Covid’ world’. 

At the time of the webinar (8 February 
2022), major economies had begun 
operating closer to their pre-pandemic 
levels, but with inflation expectations 
sitting at multi-decade highs and central 
banks generally starting to gradually 
increase interest rates. Furthermore, 
with valuations of both bonds and 
equities now more fully priced, 
prospective returns from financial 
assets were generally muted relative to 
recent historic levels.

In addition to the market and economic 
backdrop, it was noted that the other 
major theme for insurers was in 
recognising and managing climate-
related financial risks within investment 
strategies as well as wider business 
models. 

In this context and in our experiences 
from our wider insurance client-base 
and network, most insurers were 
planning to reassess to some degree 
their investment allocations in 2022. 

As part of the AFM webinar, the 
attendees were polled on various areas 
relating to their investment allocations 
and approach. This paper shares some 
of the key insights from the polls across 
the following areas:

1.  The key concerns for AFM 
members over the shorter term

2.  The views of participants around 
future inflation levels

3.  Whether AFM members were 
looking to change asset allocation 
over 2022, and if so, what changes 
were anticipated

4.  Setting climate risk and 
sustainability objectives and 
management

Since the webinar, the geopolitical 
environment has clearly developed 
further with the difficult situation 
unfolding in Ukraine, that has escalated 
sufficiently to draw parallels with the 
Cuban missile crisis. With the increased 
hostilities and uncertainty as to how the 
crisis will evolve with no apparent easing 
in sight, markets have been hit with bouts 
of high volatility as prices whipsaw and 
with shorter term inflation expectations 
increasing even further. We believe that 
this acts as a further prompt to reassess 
asset allocations, particularly around 
geographical allocations, inflation risks, 
and the exposure to geo-political risks 
via scenario analysis and stress testing.

1. Key concerns for AFM 
members
The first question raised was around 
the big picture concerns of the 
attendees over the next 12 to 18 
months (see figure 1). This considered 
areas that were directly or indirectly 
related to investments and financial 
risks – including around macro-
economic drivers such as inflation and 
interest rates, as well as the wider 
regulatory environment that can place 
a disproportionate burden on many 
smaller insurers. 

At the time of the poll, higher inflation 
was viewed as the key concern of those 
listed. We note that for the majority of 
AFM members higher inflation is likely to 
impact on both the asset and liability side 
of the balance sheet to some degree, 
as well as other aspects of the business 
(e.g. pricing and expense management). 
We are aware that many AFM members 
have some form of inflation target for 
their investments recognising this, with 
these targets becoming increasingly 
challenging to meet under a low interest 
rate and high inflation environment. 

Developments in Ukraine subsequent 
to the poll are likely to have further 
increased concerns around inflation, 
with even higher energy and commodity 
pricing driven by the emerging energy 
price war between Russia and the 
West. We speculate that if we had rerun 
the poll at the date of this note, the 
proportion raising inflation as the key 
concern would be even higher. 
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2. Inflation expectations
Building on the heightened concerns 
for higher levels of inflation, the next 
question asked for views around where 
inflation - specifically UK Consumer 
Price Inflation (CPI) - was likely to 
sit at the end of 2022 (see figure 2). 
Inflationary pressures had already 
been building up over the latter half of 
2021 driven by factors such as supply 
chain problems, ‘hot’ labour markets, 
increased commodity prices and the 
material fiscal stimulus packages 
adopted.

In our poll, most AFM members (67%) 
thought inflation was going to be 
over 4% at year end with most others 
expecting inflation to range between 
3-4%. This compares with the latest 
inflation print at the date of this note of 
5.5% (annual change in CPI to January 
2022). The persistence of higher 
inflation levels going forwards did 
therefore seem to be the consensus view 
of the participants. 

Accepting the threat of inflation grinding 
higher, the Bank of England continues to 
express the view that, given the supply 
side shock being the primary cause, 
inflation should peak in 2022 and then 
fall back to target by early 2025. Clearly 
there is significant uncertainty in making 
such a prediction (as we have seen with 
recent developments in Ukraine and 
inflation risks are likely to permeate 
for some time yet). The chart in figure 
3 summarises how market implied 
break-even inflation has increased 
since the start of 2021 and also how 
developments in Ukraine have impacted 
on inflation expectations since the 
webinar (which took place on 8 February 
2022) – with inflation expectations two 
years ahead now around 0.5% pa higher.

Measuring and managing inflation risks 
is likely to be a key focus for insurers 
including AFM members over 2022, 
but in addition to the increased risks 
associated with higher inflation is the 
higher cost of managing and mitigating 
this. We consider this more later. 

Figure 1. What is your key concern over the next 12-18 months?

26% Increased Regulation
47% In
ation
21% Central banks raising interest rates 
and stopping QE
6% Other
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6%

Source: RLAM as at 8 February 2022.

Figure 2. At the end of 2022 where do you expect CPI inflation to be:
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Source: Bank of England. As at March 2022

Figure 3. Forward market Implied Inflation (RPI % pa)
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3. Changing asset allocation
Looking back, most mainstream asset 
classes, other than cash, have provided 
extraordinarily robust returns over 
the last decade. Today, however, most 
asset classes appear relatively more 
fully priced. Supported by quantitative 
easing (QE), bond yields have continued 
their fall (although with a recent uptick 
through increasing interest rate 
expectations) and equity valuations, in 
particular within the US where there is 
greater focus on technology stocks, look 
relatively high compared to history. The 
chart in figure 4 summarises RLAM’s 
forward-looking return expectations 
and compares these with historical 
returns achieved for mainstream assets. 

In this context, it is natural for investors 
including insurers to be reassessing 
whether the investment strategies, 
most of which will have produced a 
healthy level of returns over recent 
years, remains fit for purpose looking 
forward. In the webinar, we asked the 
participants whether there was any 
change anticipated to asset allocations 
over 2022 and, if so, which areas would 
be in focus (see figure 5).

All but one of the respondents indicated 
that their organisations were planning to 
make changes to their asset allocation 
over 2022. Of these, the minority were 
looking to utilise existing asset classes 
but to change the overall level of risk (e.g. 
balance between riskier assets such as 
equities and lower risk assets such as 
bonds) to target their objectives. The 
majority however were looking to invest 
in new asset classes, with most looking 
to explore less liquid private market 
assets such as property and private 
debt to generate higher returns via the 
illiquidity premium, but with a smaller 
number remaining focused within more 
liquid listed assets but having broader 
diversification within these. Whilst 
private market assets do have potential 
return and diversification benefits, we 
note that this does also involve accepting 
a higher level of management fees, 
less liquidity and an increased level of 
governance and oversight which needs 
to be considered.

4. Climate risk 
management and 
sustainability
Away from managing inflation, wider 
geopolitical risks and generating 
an acceptable risk-adjusted return, 
the other major theme for the year 
ahead will no doubt continue to be 
around climate-related financial 
risks and sustainability criteria. For 
many insurers, 2021 was a year of 

preparation – in setting clear goals, and 
building appropriate risk, operational 
and disclosure frameworks. 2022 will 
see insurers continue to implement, 
evolve, and finesse their chosen 
strategies. The Prudential Regulation 
Authority (PRA) in the UK, in common 
with many other insurance regulators 
globally, is now more strictly enforcing 
its requirements around climate 
risk management (whilst reiterating 
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Figure 5. How are you intending to change your asset allocation 
over 2022?

7% No change
20% Retain same asset classes but 
change risk level 
20% Use new asset classes - listed only
53% Use new asset classes - including 
private markets
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53%

Source: RLAM as at 8 February 2022.



the importance of materiality and 
proportionality in this area). 

In setting the high-level objectives for 
incorporating sustainability criteria 
within investments, a key initial step is 
to consider the relative importance 

between having a high sustainability 
bias versus generating financial 
returns from the portfolio. The graphic 
below summarises RLAM’s view on 
this – we believe that incorporating 
ESG and sustainability criteria within 

the investment process is key to avoid 
compromising returns, but for highly 
focused impact-driven sustainability 
approaches there is the potential 
to similarly lose value through less 
diversification and a greater potential 
for overpaying for the ‘green premium’ 
that is in high demand. 

In the webinar we sought the views 
of participants around the relative 
importance between return generation 
and sustainability (see figure 6). 

The majority of respondents (around 
2/3rds) viewed sustainability / 
responsible investing to be of equal 
importance to financial returns, with 
one respondent going even further 
and stating this was more important. 
Although we do not have comparable 
figures from the position before the 
Covid pandemic, in our view there is 
now increased acceptance across the 
entire insurance industry to have a 
more specific sustainable investment 
approach. 

For our next question around 
sustainability, we asked how much 
progress has been made at participants’ 
organisations around defining and 
implementing a responsible investment 
policy (see figure 7). 

All participants had already begun their 
responsible investing journey. Whilst 
half of participants were in the initial 
discovery phase the other half already 
had a policy defined, of which half of 
those (a quarter of respondents) had 
already implemented the strategy. 
Recognising the comments earlier 
around the PRA being increasingly 
focused in this area going forwards, 
we expect that this will be taking up 
a reasonable proportion of senior 
management and Board time for AFM 
members in 2022. 

How could AFM members react?
Noting the challenges presented by the 
current environment around macro-
economic, geopolitical and regulatory 
risks, in the webinar we raised four 
potential areas of focus that could help in 
managing these. 

A. Increased diversification
Naturally, in building any portfolio it 
is critical to understand the key risk 
exposures. This means understanding 
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Figure 6. Which best classifies your business:

8% Sustainability / Responsible investing 
is more important than �nancial returns
67% Sustainability / Responsible 
investing is of equal importance as 
�nancial returns
25% Sustainability / Responsible 
investing is of importance but less so than 
�nancial returns
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67%

25%

Source: RLAM as at 8 February 2022.

Figure 7. Where are you on your responsible investing journey?
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how the portfolio would behave in 
specific circumstances so a robust 
portfolio can be developed that has 
an acceptable exposure to these 
risks whilst retaining the upside 
potential. One of the quickest of wins 
to embed resilience into a portfolio is 
diversification, ensuring an appropriate 
mix of fixed income and real assets. 
Whilst this ensures the portfolio isn’t 
ever going to be the highest performer 

in any short time period, it importantly 
avoids being particularly exposed to the 
significant market slumps we have seen 
recently and delivers a smoother return 
path over the medium and long term. 
This is illustrated above (figure 8) by the 
‘multi-asset’ diversified portfolio that 
can deliver strong positive performance 
and avoids being amongst the worst 
performers in any one year.

B. Return-aware inflation hedging 
Persistent higher inflation presents a 
material risk for investors including AFM 
members. However, the price of hedging 
UK price inflation using common market 
instruments, such as inflation-linked 
gilts, is at a commensurately higher level 
than we have seen for many years. This 
is particularly the case in the UK where 
implied inflation from bond pricing is 
materially higher than for most other 
developed countries – see figure 9.

In addition to the high levels of inflation 
currently being priced into inflation-
linked bonds, these instruments 
provide a real yield rather than pure 
inflation exposure, and so also carry an 
element of interest rate risk. Given the 
uncertainty around the path of future 
interest rates, this exposure may not be 
viewed as attractive. 

To the extent that AFM members can 
tolerate the basis risk associated with 
this relative to UK inflation, they may 
want to consider utilising shorter 
duration and more global inflation-linked 
bond strategies to mitigate both the high 
levels of UK inflation being priced in and 
the inherent interest rate risks. 

Figure 8. Multi-asset diversified portfolio. 

Year 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 YTD
Gilts EM Stocks Global Stocks Property Property EM Stocks EM Stocks Property Global Stocks Global Stocks Commodities Commodities

+15.6% +12.8% +21.2% +19.5% +13.9% +35.4% +21.1% +7.5% +22.6% +14.3% +28.3% +16.6%
Property UK Stocks UK Stocks Gilts Global Stocks Commodities Global Stocks Cash UK Stocks EM Stocks Global Stocks Property

+8.1% +12.3% +20.8% +13.9% +4.4% +33.3% +14.0% +0.6% +19.2% +11.9% +20.0% +1.2%
Multi Asset Global Stocks Property Global Stocks Multi Asset Global Stocks UK Stocks Gilts EM Stocks Gilts Property Cash

+1.0% +12.1% +11.0% +12.2% +1.4% +30.3% +13.1% +0.6% +15.9% +8.3% +19.9% +0.0%
Cash Multi Asset Multi Asset EM Stocks UK Stocks UK Stocks Property Multi Asset Multi Asset Multi Asset UK Stocks UK Stocks

+0.6% +7.8% +7.2% +7.9% +1.0% +16.8% +11.2% -2.0% +10.3% +2.9% +18.3% -0.8%
UK Stocks Gilts Cash Multi Asset Gilts Multi Asset Multi Asset Global Stocks Gilts Cash Multi Asset Multi Asset

-3.5% +2.7% +0.5% +6.7% +0.6% +12.6% +6.7% -3.1% +6.9% +0.3% +10.3% -1.6%

Global Stocks Property Gilts UK Stocks Cash Gilts Gilts Commodities Commodities Property EM Stocks EM Stocks

-6.9% +2.3% -3.9% +1.2% +0.5% +10.1% +1.8% -5.7% +3.5% -1.0% +1.0% -2.4%
Commodities Cash EM Stocks Cash EM Stocks Property Cash EM Stocks Property Commodities Cash Gilts

-12.7% +0.6% -5.3% +0.5% -10.3% +2.6% +0.3% -7.6% +2.1% -6.1% +0.0% -5.2%
EM Stocks Commodities Commodities Commodities Commodities Cash Commodities UK Stocks Cash UK Stocks Gilts Global Stocks

-18.4% -5.4% -11.2% -11.8% -20.3% +0.4% -7.1% -9.5% +0.7% -9.8% -5.2% -6.6%
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Source: RLAM, DataStream as at 1 March 2022. Property as at February. ‘Multi Asset’ returns are based on the benchmark 
weights of Royal London Global Multi Asset Portfolio (GMAP) Balanced Fund / Governed Portfolio 6. Indices used are FTSE All 
Share, FTSE World, MSCI Emerging Markets ESG Leaders, MSCI/AREF UK All Balanced Quarterly Property Fund, Bloomberg 
Commodity Index, BoAML BB-B Global Non-Financial High Yield Constrained Index, iBoxx Sterling Non-Gilt Index, FTSE 
Actuaries UK Index Linked Gilts, FTSE Actuaries UK Conventional Gilts Index, FTSE Actuaries UK Conventional Gilts up to 5 
Years Index, SONIA. Total returns in sterling terms.

Past performance is not a reliable indicator of future results.

Figure 9. Implied inflation from bond pricing. 
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C. More dynamism
With such a high level of uncertainty 
about the future, general investment 
principles are more important than 
ever. In the multi asset world, this means 
ensuring you are running the right level 
of market risk (including relative to 
the broader business objectives such 
as capital management), diversifying 
broadly across asset classes and 
exposures, and employing a flexible and 
active tactical asset allocation approach 
that can adjust exposures to keep them 
appropriate for what could be a fast-
moving macro backdrop.

D. Robust sustainability approach
Sustainable investing is a key area of 
focus for most insurance companies 
including AFM members – particularly 
around climate risk management – 
driven by both emerging regulatory 
requirements as well as wider 
stakeholder demand. AFM members 
should understand the materiality 
of climate related risks across their 
entire business and plan for mitigation 
accordingly. For the investment side, it 
will be important to consider the balance 
between incorporating sustainability 
criteria and financial returns and 
ensure that implementation of a more 
sustainability-driven approach avoids 
many of the potential pitfalls around 
greenwashing and purchasing more fully 
priced green investments.

Conclusion
The ‘managing Covid’ world we are 
currently experiencing has already 
presented a number of challenges 
around generating an acceptable level 
of future returns whilst delivering 
the robust sustainability integration 
that most key stakeholders are now 
expecting. Recent developments in 
Ukraine have further exacerbated 
many of the risks in this environment 
– particularly around inflation and 
wider macro-economic uncertainty. 
As part of our polls for the webinar, 
it was encouraging to hear that most 
AFM members were already looking to 
reassess their investment strategies 
and take further strides in building out 
their sustainability approaches. We 
believe that understanding key risk 
exposures under the new environment 
that has now emerged and reviewing the 
investment allocations accordingly will 
be key for AFM members to continue 
driving strong returns from their 
investment portfolios. 

Past performance is not a guide to 
future performance. The value of 
investments and the income from them 
may go down as well as up and is not 
guaranteed. Investors may not get back 
the amount invested.
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